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Some Stock-Redemption Considerations in
Estate Planning
BY HENRY J . SEBASTIAN

Partner, Honolulu Office
Presented before monthly meeting of Hawaii
Estate Planning Council, Honolulu—November 1959

T

HE consideration of stock redemptions, as in the case of other
phases of estate planning, should be a team effort. Stock redemptions can affect many other features of estate planning and can likewise be affected by many other features. Those features run the
gamut from legal effects to fiduciary duties to insurance needs to
accounting aspects. This discussion will not cover all of them, but
perhaps it will give some idea of the scope. It will touch upon many
things outside the responsibility of the accountant, because it is
hard to get a perspective of any one group's responsibilities separately.
In the interest of avoiding too much technical discussion in a
necessarily technical subject, I have oversimplified the points involved in some cases. T o those of you who recognize the technical
shortcomings, as well as to those of you who may dislike the remaining technicalities, I beg your indulgence.
The stigma that attaches generally to stock redemptions by
closely held companies can be traced to the actions of taxpayers in
the past. In their zeal to lighten the onus of taxation on corporate
income distributed to stockholders, they sometimes were guilty of
withdrawing the equivalent of cash dividends in the guise of stock
redemptions. After straight-forward stock redemptions thus became
tainted, even they, as a substitute for dividends, were disguised as
something else. Instead of having a corporation redeem its own stock,
the ever hopeful stockholders caused a related corporation—either a
Sister company or a subsidiary—to buy the stock. Still others, in
their pursuit of the elusive capital gains rainbow, attempted to attain
their goal via another more devious route.
Since the object of the game is to get cash without surrendering
control, or preferably without giving any voting power at all to
outsiders, the simple expedient of selling voting stock is automatically
disqualified in most cases. Accordingly, schemes were devised to get
non-voting stock into shareholders' hands in some sort of tax-free
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transaction, such as a stock dividend or a recapitalization. This nonvoting stock was then sold to the outsiders and, in many cases,
subsequently redeemed from them by the corporation. In some instances, of course, the redemptions were pre-arranged to satisfy the
outsiders who were not willing to retain non-voting stock in closely
held companies.
The ingenuity of taxpayers and their advisors was matched by
the persistence of the Commissioner of Internal Revenue in attacking
each new device as it was created. In cases where the Commissioner
was unable to sustain his position in the courts, he pressed for legislation to close the loopholes, and has achieved more than a modicum
of success.
Unfortunately, here, as in many situations, the resulting legislation tended to constitute, and to some extent necessarily so, a proscription of procedures rather than the subjective underlying purpose for
such procedures. Under such circumstances, the innocent are likely
to be caught in the same net as the offenders. Accordingly, Congress
attempted to make the rules flexible enough to afford the more obviously innocent some measure of protection; and in this setting we
find the nativity of the special provision of the Internal Revenue Code
relating to distributions in redemption of stock to pay death taxes.
Section 303, as this special provision is numerically known in the
1954 Code, represents an extension of its predecessor section 115(g)
(3) of the 1939 Code. The basic underlying purpose is expressed in
the words of the House Committee Report on the bill which became
the Revenue Act of 1950:
" . . . the problem of financing the estate tax is acute in the case of
an estate consisting largely of shares in a family corporation.
The market for such shares is usually very limited, and it is
frequently difficult, if not impossible, to dispose of a minority
interest. If, therefore, the estate tax cannot be financed through
the sale of the other assets in the estate, the executors will be
forced to dispose of the family business. In many cases the
result will be the absorption of a family enterprise by larger
competitors, thus tending to accentuate the degree of concentration of industry in this country... Your committee is of the
opinion that remedial action is desirable in order to prevent the
enforced sale of the family businesses which are so vital and
desirable an element in our system of free private enterprise
"
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The method used by Congress to achieve this stated purpose was to
permit distributions in redemption of stock included in a decedent's
estate to be considered, to a certain extent and under certain conditions, as in payment for the stock, thus allowing capital gain or loss
treatment on the disposition of the stock rather than taxing the full
amount of the distribution as an ordinary dividend. In many cases,
of course, there will be no gain or loss on redemptions within the
prescribed limits, either because of no change in value where redemption follows closely after the decedent's death or where the redemption price becomes the estate tax value when the alternate valuation
date is selected.
While the provision as it presently stands is not without its
limitations, its judicious use can, in many instances, provide substantial benefits otherwise unavailable to the beneficiaries of a deceased taxpayer's estate.
Let us review briefly the section's limitations. First, it applies
only in cases where all of the stock of the corporation included in
the decedent's estate is either more than 35% of the value of the
gross estate or more than 50% of the value of the taxable estate.
Stock of two or more corporations can be treated as the stock of a
single corporation, but not without a further restriction. For stocks
of multiple corporations to qualify, 75% in value of the outstanding
stock of each corporation must be included in the decedent's estate.
Another limitation deals with the amount of the distribution that
is considered to be in payment for the redeemed stock. Such amount
cannot exceed the sum of—
(1) the various taxes (and any interest) imposed because of the
decedent's death, and
(2) the amount of funeral and administration expenses allowable
as deductions in the estate tax return.
More stock can be redeemed without disqualifying the permissive
amounts, but any excess may have dividend complications.
There is also a time limitation on qualifying distributions. Generally, they do not qualify unless made within 90 days after the
expiration of the 3-year period of limitations for the assessment of
the Federal estate tax; or, if a timely petition has been filed with the
Tax Court, within 60 days after the Tax Court decision becomes final.
That is a thumbnail sketch of the limitations of section 303. E x amine with me now, if you will, some examples to illustrate the usefulness of section 303 in estate planning and the uncertainties in267

volved. Assume in the first instance the following situation at the
time an estate is being planned:
% of Estate
Gross Taxable Amount
$ 40,000
36
51.4
360,000
20
29 200,000
100,000
300,000
$1,000,000

Estimated Values Includible in Estate
Cash
Stock X—60% of company's stock
Stock Y—100% of company's stock
Insurance proceeds
Real estate
Gross Estate
Estimated Deductions
Liabilities
Funeral and administration expenses
Exemption
Total Deductions
Estimated Taxable Estate

$ 190,000
50,000
60,000
300,000
$ 700,000

If the amounts listed in this example should happen to be the actual
values included in the taxpayer's estate upon his death, stock X would
just barely qualify for capital gain or loss treatment under section
303. But look at What could happen if some of the value's should be
different. If the value of stock X should be reduced by, say $30,000,
without any changes in the other listed amounts, it would not constitute more than 35% of the gross estate or more than 50% of the
taxable estate and thus would be disqualified for section 303 treatment.
Disqualification would similarly result from an increase of a comparable amount in the value of stock Y without any other changes,
and likewise from comparable increases in the real estate's value or
in the proceeds from insurance owned by the taxpayer. A n d if an
additional asset valued at $30,000 were included in the estate, without any changes in the listed amounts, it would also change the percentage and cause disqualification.
Although stocks X and Y together might, even in the event of
any of the enumerated disqualifying changes, still constitute the required percentage of the gross estate or of the taxable estate, they
would not in this particular example be qualified for treatment as
the stock of a single corporation, because the stock X included in the
estate is not more than 75% in value of the corporation's outstanding
stock.
The obvious warning exhibited here is to allow more flexibility
than shown in this example. Since no control can be established over
future values, planners can seldom feel sure that stocks will qualify
in an estate for capital gain or loss treatment upon redemption, even
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when plans are reviewed and revised from time to time as circumstances indicate. About the only thing that can be done is to leave
as much leeway as possible in the event values or deductions should
change substantially.
Here are some of the circumstances that might create disqualifying value changes or, for that matter, qualifying value changes. Changes
just the opposite of those previously mentioned could create this latter
phenomenon; i.e., a change upward in the value of a stock considered
as non-qualifying might qualify it, and a change downward in the
values of other assets could similarly qualify it. Changes, either upward or downward, could happen as a result of—
(1) discovery by the executor of assets not previously included
in any listing of estate assets;
(2) economic circumstances giving rise to changes in a corporation's operations, its position in the industry, or changes in
the industry itself;
(3) an audit valuation by Internal Revenue Service personnel
that is agreed to by the executor or upheld by the courts; and
(4) a selection by the executor of the alternate valuation date,
which would cause assets included in the estate to be valued
generally as of one year subsequent to the decedent's death
or such earlier dates as they might be disposed of. In this
connection, the executor may want to select the alternate
valuation date, even at the expense of a higher estate value,
where enough of the increase is attributable to a previously
non-qualifying stock to make it qualified.
You can readily see that the executor's decisions, some of which
may be made long after the last estate-planning session, constitute a
potent factor in shaping the tax consequences of redemptions of stock
included in the estate. A n d redemptions qualifying under section 303
are not limited to stock owned by the decedent; section 303 is applicable to any stock includible in the decedent's estate such as, for example, gifts of stock made by the decedent in contemplation of death
or shares distributed from the estate to beneficiaries other than those
acquiring stock in satisfaction of a specific monetary bequest. Under
such circumstances, it would seem advisable for a taxpayer to have
his appointed executor present at estate-planning sessions to insure
an understanding of the plans then being made in accordance with
the taxpayer's desires. Even with the fullest understanding and with
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a stock or stocks that qualify under section 303, the executor can still
have plenty of problems, including the following:
(1) The corporation whose stock qualifies may not have sufficient
cash to make the necessary redemption;
(2) The qualifying stock, even though included in the estate, may
not be owned by the estate or other taxpayer for whom the
money is needed;
(3) A redemption of qualifying stock might cause an undesirable
loss of control over the corporation; or
(4) There may be insufficient surplus under applicable local law
to permit a redemption.
Under such circumstances, however, an executor need not consider the situation hopeless. If he is resourceful, or if he has resourceful advisors, he may find it feasible to resort to other redemption
sections of the Code for a solution. The provisions of section 304
concerning redemptions by related corporations sometimes offer a
clue to the riddle, and even the general redemption provisions of section 302 sometimes lead the way to the foot of the rainbow.
The related corporation provisions of section 304 are generally
intended to give the same treatment to the proceeds from one corporation in payment for a sister or parent corporation's stock as to proceeds
from a corporation in redemption of its own stock. The sister-corporation redemption of a corporation's stock qualifying under section
303 is, accordingly, specifically permitted under section 304, thus
solving in some instances the cash- or surplus-shortage problems or
the loss-of-control problem of a qualifying corporation.
Before exploring any further possibilities of redemptions under
section 304 or under section 302, perhaps we should review briefly the
principal provisions of those sections and the related provisions concerning constructive ownership.
Section 304 was designed to require dividend treatment to distributions out of earnings made by one corporation to purchase
stock of another corporation from a person or persons in control of
both unless the distribution would have qualified for capital gain or
loss treatment under section 302 if it had been made by the corporation whose stock was surrendered.
Two rules of section 304 applicable to brother-sister corporations can sometimes be used to advantage by an executor. These
rules are stated briefly as follows:
(1) The stock of the corporation being redeemed is the one
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whose ownership is to be considered in determining whether
the distribution can be accorded capital gain or loss treatment, but
(2) The earnings and profits of the purchasing corporation are
referred to in determining the amount, if any, which is a
dividend.
Accordingly, a section 304 redemption might be attractive in a situation where it is desirable to redeem the stock of a corporation with
substantial accumulated earnings and profits which could not alone
qualify for capital gains treatment. If there is also present in the
situation a sister corporation with the happy combination of little
or no current or accumulated earnings and profits but plenty of cash,
the problem might be solved by having that corporation purchase
the stock of the other.
Section 302 was designed to give the ground rules under which
distributions by a corporation in redemption of its stock can be
accorded capital gain or loss treatment. A special rule relating to
redemptions by railroad corporations in certain bankruptcy reorganizations, as well as the section's broad general rule will not be of
much interest to us here. The latter simply says that a distribution
will be considered as in payment for the stock redeemed "if the redemption is not essentially equivalent to a dividend." The principal
area of application of this general rule seems to be to the stock of
widely held companies traded on an exchange or over-the-counter
where the corporations can buy their own stock without any action
or control on the part of the selling stockholder and, indeed, without
the selling stockholder even knowing who bought his stock. Occasionally a stockholder in a closely held company may be able to invoke this provision to uphold his contention for capital gain or loss
treatment of a redemption distribution; but, in the majority of instances, he seems to be in trouble unless he can qualify under one
of the two more objective rules of section 302.
One of the objective rules available to stockholders in closely
held companies permits capital gain or loss treatment for redemption
distributions "if the distribution is substantially disproportionate with
respect to the shareholder." A shareholder cannot qualify under this
provision unless, after the distribution—
(1) his percentages of voting stock and common stock then outstanding are less than 80% of his percentages of voting stock
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and common stock, respectively, outstanding before the distribution, and
(2) he owns less than 50% of the total voting power of the corporation's stock then outstanding.
This rule can be illustrated by the following example:

Total shares of voting stock outstanding
Shares of voting stock owned by the stockholder:
Number
Percent

Before

After

1,000

800

500
50%

300
37½ %

In this example the taxpayer meets both the tests required in disproportionate redemption situations. His percentage of total voting
stock outstanding after the distribution is less than 50% and also less
than 80% of the percentage he owned before the distribution—37½%
vs. the 40% that would be 80% of the original 50%. Under the rule,
if he owned any other common stock, it would have to be aggregated
with any of his voting stock that was common stock to check whether
his total common stock ownership (based on value) also met the
80% rule.
The other objective rule in section 302 permits capital gain or
loss treatment to a stockholder if the distribution received by him is
in complete redemption of all of the stock in the corporation owned
by him. This rule would be simple, and even the one concerning disproportionate redemptions relatively so, if it were not for the application in both instances of constructive ownership rules.
Briefly, the constructive ownership rules require that stock
owned by certain related taxpayers be considered as being owned
by the taxpayer whose stock is being redeemed. A n d in some cases
the constructive ownership is pyramided so that, if taxpayer A is considered to own the stock of related taxpayer B and B is considered to
own the stock of taxpayer C, who is related to B , then A , even though
C is not related to him, will be considered to own the stock of C. This
pyramiding rule is not applied in the case of family members qualifying as related taxpayers under the constructive ownership provisions; but, unfortunately, the estate of a decedent does not qualify
as a family member and is thus not accorded that measure of immunity from the pyramiding rule. Accordingly, the rule must be applied
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in computing total stock owned by an estate under the applicable
rule, as follows:
"Stock owned, directly or indirectly, by or f o r . . . (an) estate
shall be considered as being owned proportionately by its . . .
beneficiaries. Stock owned, directly or indirectly, by or for
. . . a beneficiary of an estate shall be considered as being
owned by the . . . estate."
In this connection the Commissioner's regulations state that "The
term 'beneficiary' includes any person entitled to receive property
of a decedent pursuant to a will or pursuant to laws of descent and
distribution." Under these circumstances, a person entitled to only
a small percentage of a decedent's property would have to be considered in applying the constructive ownership rules in a redemption,
provided, of course, that he owned any of the stock concerned.
A n example will illustrate the application of the constructive
ownership rule to estates:
Percentage of
Interest in
A's Estate
A's estate
A's wife ..
A's son
A's friend B
B's wholly owned
corporation

50
49
1
—

Percentage of Corporation X's Stock
Actually Considered Owned by A's —
Owned
Son
Estate Wife
40
5
5

40
5
5

20
5
5

19.6
5
5

50
100

50
100

25
55

24.5
54.1

It can be seen from this example that the estate could not qualifyunder the complete redemption rule unless the corporation were completely liquidated because 100% of the stock is considered owned by
A's estate—40% actually, 10% because of direct ownership of that
amount by beneficiaries (wife and son), and the 50% owned by B's
corporation, which is attributable to the estate through B under the
pyramiding rule. The same difficulty would preclude a complete redemption of the wife's and son's stock if they should need cash and
be unable to get it from the estate, since they are considered to own
50% and 49%, respectively, of all stock actually or constructively
owned by the estate, as well as all of each other's stock, in addition
to their own. In the event the wife and son could meet certain tests
and conditions in a complete redemption, they would not be considered as owning all of each other's stock as shown in the example, but
instead only that part of it attributable to them through the estate.
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The point is merely academic in this situation, because other stock is
attributed to them anyway. In case of complete liquidation of the
corporation, the complete redemption rule would not be needed or
applicable anyway inasmuch as one of the rules concerning complete
liquidations would apply to permit capital gain or loss treatment.
One possible way to eliminate the stock owned by B's corporation, if complete liquidation is not feasible or desirable, would be for
the executor to distribute B's 1% interest in the estate to him. After
that, according to the Commissioner's regulations, he would no longer
be considered a beneficiary; and, as a consequence, his stock would
no longer be considered as owned by the estate or the other beneficiaries.
In attempting to qualify under the disproportionate redemption
rule, the estate and beneficiaries would still be plagued with the constructive ownership rule. The estate could meet the 80% test by a
redemption of a substantial part of its 40% of the stock, but it could
never meet the 50% test as long as B remained a beneficiary of the
estate and caused the 50% stock interest held by his corporation to
be attributed to the estate. B y eliminating B as a beneficiary, however, the estate would be able to qualify under both the 80% and 50%
rules if its actual ownership were reduced by redemption to a little
less than 30% of the corporation's stock.
Even with B eliminated as a beneficiary, the wife and son would
still have troubles. While the 50% rule would no longer bother them,
they would be unable to meet the 80% rule unless the estate also had
some of its stock redeemed. The following example illustrates a redemption that would qualify as disproportionate for the estate and
for the wife and son as well, after a distribution to B to eliminate him
as a beneficiary and concomitantly the constructive ownership by all
concerned of stock owned by his corporation and attributed to them
through him:

A's estate
A's wife
A's son
B's corporation

Actual Percentages
Before Redeemed After
40
10
30
5
5
—
5
5
—
50
—
50
100

80

20
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Constructive Percentages
After
As a %
Before
% of "Before"
30
60
50
30
15
50
29.6
.6
14.7
50

In this example the percentage deemed to be owned by each taxpayer
after redemption is less than 50% of total stock then outstanding and
less than 80% of the percentage deemed to be owned by him before
the redemption.
A discussion of stock redemptions for an estate needs to be considered in connection with the over-all estate plan. Lifetime giving,
for example, should be considered in shaping the plan. Accordingly,
let us use gifts to illustrate the impact that other aspects of estate
planning could have on planning for stock redemptions.
Assume, for instance, that a taxpayer owns stock in two closely
held companies, 80% in one case and 60% in the other. Each appears
to be about 30% of his gross estate and about 45% of his taxable estate.
Consequently, neither of them is likely to qualify under section 303
for capital gain or loss treatment upon redemption. While it is true
that the two of them together could meet either of the required percentages, the taxpayer does not own the 75% of each necessary to
qualify them for treatment jointly as stock of a single corporation.
This situation may indicate one of two things—
(1) Maybe the taxpayer has been making gifts of the two stocks
and possibly should have been advised to stop before getting
below the 75% mark, or
(2) Perhaps he should now plan further gifts of one stock as a
means of reducing the over-all estate value and thus qualifying the other under either the 35% or 50% rules of section
303.
In any event it is extremely important in planning gifts to consider carefully the possible effect of gifts on qualification under section
303 and the possible loss of benefits thereby. In many cases it may
be discovered, and often too late, that a need for money in an estate
or by the widow or other beneficiary will force a redemption of stock.
If the stock does not qualify under section 303, it is not at all improbable that a tax imposed on the distribution as a dividend will be
much greater than the estate tax that was saved by a gift of the stock
during the decedent's lifetime.
I should like to close this discussion of stock redemptions with
a suggestion of some alternate and supplementary procedures that
might be useful in cases where redemptions are not feasible. One possibility for alleviating a tight cash position in an estate which includes
an interest in a closely held business can be found in the provisions
of section 6166 of the Code, which relates to an election the executor
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of a qualifying estate can make to pay in ten annual instalments the
portion of the estate tax attributable to the closely held business interest included in the estate. The qualifying provisions of that section
are quite similar to those of section 303. The same 35% and 50%
rules are present, and a 50% rule replaces the 75% rule concerning
the treatment of stocks in two corporations as one. One other percentage rule is added i n section 6166—the interest included in the
estate must consist of at least 20% in value of the corporation's voting
stock, or else the corporation must not have more than 10 shareholders. A l l in all, the planning under this section seems to parallel
the planning under section 303. It seems only logical that they should
be considered together.
Another procedure that can sometimes be used where redemptions are undesirable because they would cause loss of control is a
recapitalization. (In some cases, it should be noted, however, a shift
of control to younger family members may be a desirable effect of a
redemption.) A recapitalization might be used to re-shape interests
among family members, as, for example, where it is desirable that the
widow own preferred stock to assure her of income and also to keep
her out of management, particularly where non-family common stockholders survive the decedent.
Still another device sometimes used to cure a shortage of surplus
available for redemptions under local corporate law is a reduction in
stated value, where permissible under local law.
A last resort as a means of providing necessary cash for an estate
might sometimes be borrowing. In this case, however, the fiduciary
should have his attorney watching for restrictive loan covenants that
might preclude use of the proceeds for tax payments, distributions,
and in other desirable ways lest he find himself in the position of being
hoist by his own petard!
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